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TWO FREQUENT ERRORS IN 
CAPITALIZING AN INCOME STREAM 


N reviewing appraisals made by many qualified appraisers, it is found that 
| there are two errors that frequently occur in the income approach to value. 

The first is the failure of the appraiser to make an allowance for the return 
on the investment in personal property, although a replacement allowance has 
been provided for replacing those items of personal property. The second fre- 
quent mistake is in duplicating the depreciation allowance for short-lived real 
property improvements. 


The most prevalent error made by appraisers in the capitalization approach 
to value is made frequently in the appraisal of rooming houses, motels, hotels, 
and frequently in furnished apartments. Appraisers evaluating the real prop- 
erty of the above-named types sometimes forget completely to consider the in- 
come that is imputable to the personal property. In some instances the result- 
ing error is considerable, while in other instances it may be negligible. In 
appraising a motel or any similar furnished unit, it is imperative that the ap- 
praiser bear in mind that a certain amount of the income stream must be set 
aside to satisfy the investment in personal property. This requirement must 
provide a return on the investment in such property and also a return of the in- 
vestment in such property. Furthermore, an owner or an investor in a motel 
does expect a higher interest rate because of the greater risk. As a general 
rule, the investor generally anticipates a 10% return on this investment. The 
reason for the higher return on the personal property than on the real property 
is that the risk is greater. Real estate depreciates slowly, and there is nota 
tremendous markup which separates the wholesale price from the retail price. 
Secondhand real estate can command practically the same price as new. In 
fact, in recent years inflationary trends have caused real estate to appreciate 
at a faster rate than its depreciation. On the other hand, secondhand furniture, 
though practically new and well maintained, depreciates (unless it is an an- 
tique) in value merely because it is secondhand. This is the primary reason 
that the risk of personalty is greater than the risk of an investment in real 
property. 


Because of the relatively short life of furnishings and fixtures and the loss 
from vandalism and petty theft, a higher depreciation rate must be set up to 
replace the wornout and lost furnishings in order that the reserve can accumu- 
late at a rate sufficient to maintain the quantity and quality of the furnishings 
and fixtures throughout the remaining economic life of the real property. 
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Later in this bulletin will be given an example that illustrates how the re- 
turn on the personal property and the replacement reserves should be handled 
in processing the income stream. 


A second frequent error is made when replacement reserves are set up to 
replace short-lived items, such as air-conditioning equipment or machinery, 
elevators, boilers, and roofs. Frequently these reserve items are set up as 
expenses. These expenses when deducted from effective gross annual income 
result in a net income before depreciation. In capitalizing this income stream 
many appraisers, by any residual process, fail to recognize that the reserve has 
already provided for the return of the investment in those short-lived items. 


In applying the land residual method, the value of the short-lived items 
should be deducted from the replacement cost new of the improvements in toto 
before computing the extent of the depreciation that should be put aside to re- 
place the improvements. On the other hand, in a building residual process the 
net income imputable to the improvements includes only the depreciation of the 
long-lived items of the replacement cost of the improvements and interest or a 
rate of return on the entire investment in the improvements. 


Under these same circumstances when the property residual method is em- 
ployed it is only necessary to deduct the depreciation on the long-lived items 


from net income stream before capitalizing the income in order to conclude its 
present value. 


The illustrations below demonstrate both of the common errors discussed 
in this bulletin. For simplicity, only one reserve item for the replacement of 
short-lived real improvements and only one item of reserve for replacement of 
personal property has been used. The problem could be more complicated by 
setting up reserves at varying depreciation rates based upon different useful 
lives. Likewise, the furniture and fixture account could be broken down into 
the very short-lived items such as linens and bedding and the longer-lived 
items such as furniture, etc. Nevertheless, the points to be emphasized are 
demonstrated inthe problem. The format shown in the examples is not the 
only acceptable method. It should be pointed out that in the subject example the 
difference between the corrent processing of the income stream and the fre- 
quently applied erroneous method could be relatively insignificant. On the 
other hand, the more reserves set up for replacements and the greater the a- 
mount included in these reserves, the greater the resultant error will be. 


GENERAL DATA ASSUMED - 100-unit motel, new, no deterioration or obsolescence 


Reproduction cost new 
Long-lived real improvements $874,000 Estimated life - 40 years 
Air-conditioning equipment 20, 000 Estimated life - 10 years 
Furniture, fixtures, linens, etc. 200,000 Estimated life - 6-2/3 years 
Land value 
Anticipated return 
On real estate 7% ofreal estate 24% straight line 
On air-conditioning equipment 7% ofair-cond. equipment .10%* straight line 
On furniture & fixtures . . . .10% of furniture & fixtures. .15%* straight line 


*Sinking fund method could be substituted at a safe and liquid rate, if preferred. 


























LAND RESIDUAL PROCESS 


Gross stabilized annual income 


Less average annual property expenses and reserves 
Executive management and profit, 20%* 
Operating expenses 
Fixed expenses 
Reserves for replacement of short-lived real 
improvements 
Air-conditioning equipment only $20,000 x 10% 
(Based on 10-yr. anticipated life) 
Reserves for replacement of personal property 
Furniture and fixtures $200,000 x 15% .. 30,000 
(Based on 6-2/3-yr. anticipated life) 


Total Annual Property Expenses and Reserves $256 , 600 


Net return before interest on air-conditioning equipment and furn- 
iture and fixtures plus net return before interest and recapture 
of real estate $111,400 


Less 

Interest on air-conditioning equipment (recapture 
provided for in replacement reserve above) 
$20,000 @ 7% 

Interest on furniture and fixtures (recapture pro- 
vided for in replacement reserve above) 
$200,000 @ 10% 

Interest on and recapture of investment in real 
estate $874,000 @ 7% capitalization rate and 
2.5% straight line depreciation rate (total 9.5%) 
$874,000 @ 9.5% 

Net Income Imputable to Land 


Land return $6,970 +7% (capitalized in perpetuity)= $99,570 


Land value 
Add value of real improvements 
Total Value of Real Estate Only 





*Executive management and profit includes the profit for the enterprise feature. 
This may be returned as dividends in a corporate setup, as executive salaries 
in a partnership or closely held corporation, or as profits to an entrepreneur. 

















BUILDING RESIDUAL PROCESS 


Gross stabilized annual income 

Less average annual property expenses, reserves 
(see land residual process for breakdown) 

Net return before interest on air-conditioning equipment and furniture 
and fixtures plus net return before interest and recapture of invest- 
ment in real estate 


Less 

Interest on personal property - furniture and fixtures 

(recapture provided for in replacement reserve) 
$200,000 @ 10% 

Interest on short-lived real improvements - 
air-conditioning equipment (recapture pro- 
vided for in replacement reserve) 
$20,000 @ 7% 


Less land return $100,000 @ 7% 
Net return to long-lived improvements before depreciation 


$83,000 @ 9.5% (7% capitalization rate + 2.5% straight line depreciation 
rate based on 40 years anticipated economic life = 9.5%) = $874, 000 


Value of long-lived improvements 
Add value of short-lived improvements 
Add value of land 

Total Value of Real Estate 


PROPERTY RESIDUAL PROCESS 


Gross stabilized annual income 


Less average annual property expenses and reserves 
(see land residual process for breakdown) 


Net return before interest on air-conditioning equipment and furniture and 
fixtures plus net return before interest and recapture of investment in 
real estate 


Less 
Interest on personal property - furniture and fixtures 
$200,000 @ 10% $20, 000 
Interest on short-lived real estate - air- 
conditioning equipment $20,000@7% .... 1,400 


21, 400 
Net return to long-lived real estate before depreciation $ 90,000 


Less depreciation on long-lived improvements, $874,000 @ 2.5% 


21, 850 
Net return on long-lived property after depreciation $ 68, 150 
$68, 150 capitalized @ 7% capitalization rate, long-lived property value .. $973,570 
Add value of short-lived real improvements 20, 000 

Total Value of Real Estate Only $593,570 
$994, 000 


WILL Jn iGetues, atten, A. 














